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Students’ Department
H. P. Baumann, Editor

AMERICAN INSTITUTE EXAMINATIONS

(Note.—The fact that these solutions appear in The Journal of Account
should not cause the reader to assume that they are the official solutions
of the board of examiners. They represent merely the opinion of the editor
of the Students' Department.)
ancy

Examination

in

Accounting Theory and Practice—Part i

May 16, 1929, 1 P. M. to 6 P. M.
The candidate must answer the first four questions and one other question.
No. 1 (35 points):
Company C was formed, March 31, 1929, to acquire the interests of compa
nies A and B by the purchase of their capital stocks as at December 31, 1928.
The balance-sheets of companies A and B, as at March 31, 1929, were as
follows:
Companies
A
B
Cash............................................................................... $ 45,000 $ 15,000
Accounts receivable......................................................
235,000
28,000
Inventories....................................................................
500,000
50,000
Land..............................................................................
50,000
10,000
Buildings.......................................................................
600,000
90,000
Machinery and equipment...........................................
900,000
190,000

Accounts payable—trade.............................................
Bonds—8%...................................................................
Capital stock—
Preferred, 6%, cumulative (par value $100)............
Common (par value $100)........................................
Surplus—December 31, 1928........................................
Profit—Jan. 1 to Mar. 31, 1929.....................................

$2,330,000

$383,000

$

90,000
880,000

$ 48,000
120,000

400,000
840,000
40,000
80,000

50,000
24,000
96,000
45,000

$2,330,000

$383,000

It was agreed that the fixed assets were stated on the balance-sheets at their
sound values at December 31, 1928, and that depreciation rates for 1929
should be 2 per cent. per annum on buildings and 6 per cent. per annum on
machinery and equipment.
The 8 per cent. bonds, on which interest had been paid to March 31, 1929,
were to be retired at par out of the proceeds of $1,500,000 bonds to be sold
March 31, 1929, by company C at 95.
A construction fund of $400,000 is to be established out of the proceeds of
the new bond issue and the money is to be deposited with a trustee.
Preferred stock is to be exchanged, share for share, for preferred stock (par
value $100) of company C. The common stock of company C is 12,000 shares
(par value $100), all of which is to be issued to common stockholders of com
panies A and B according to their respective equities in the old companies.
At March 31, 1929, the preferred stockholders of the old companies had not
exchanged any of their stock for company C preferred, and 20 per cent. and
10 per cent. of the common stockholders of companies A and B, respectively,
had not turned in their stock for exchange.
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Federal income-tax returns for 1929 will be made upon a consolidated basis.
Dividends on the preferred stock of companies A and B were paid to Decem
ber 31, 1928, and are guaranteed by company C to April 1, 1929.
Prepare a consolidated balance-sheet as at March 31, 1929, giving effect
to the acquisition of companies A and B by company C and to the transactions
described.
Solution:
The following adjusting entries refer to working papers on page 60:
Explanatory adjusting entries

(1)
Profit (depreciation).................................................. $
Reserve for depreciation—
Buildings...........................................................
Machinery and equipment..................................
To set aside depreciation for the three-months'
period ended March 31, 1929:
Rate per DepreciaKind
Sound value annum
ation
Buildings—
Co. A.........
3,000
$
. $ 600,000 2%
Co. B.............
450
90,000 2%

Total.......... . $

690,000

2%

$

3,450

Machinery and
equipment—
Co. A...........
$
Co. B...............

900,000
190,000

6%
6%

$

13,500
2,850

$1,090,000

6%

$

16,350

Total............ .

(2)
Cash.............................................................................
Bond discount.............................................................
Bonds outstanding..................................................
To record the bonds to be sold by company C
at 95.
(3)
Bonds—8%.................................................................
Cash.........................................................................
To record the proposed retirement of 8% bonds
outstanding:
Company A......................................... $ 880,000
Company B.........................................
120,000

Total................................................
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$1,000,000

19,800
$

3,450
16,350

1,425,000
75,000
1,500,000

1,000,000

1,000,000

and

Subsidiaries , C ompanies A and B

60

$383,000

$2,330,000

$ 15,000

28,000
50,000
10,000
90,000
190,000

45,000

B

235,000
500,000
50,000
600,000
900,000

$

A

Balance-sheets as at
March 31, 1929
Company
Company

Reserve for depreciation—
Buildings........................................................................................................................
Machinery and equipment............................................................................................
Bonds outstanding............................................................................................................
Reserve for federal income taxes ......................................................................................
Dividends payable............................................................................................................

Profit—Jan. 1 to Mar. 31,1929.........................................................................................

$2,330,000

80,000

$383,000

45,000

Liabilities
Accounts payable—trade ..................................................................................................
$ 90,000
$ 48,000
Bonds—8% .......................................................................................................................
880,000
120,000
Capital stock—
Preferred (par value $100)............................................................................................
400,000
50,000
Common (par value $100)............................................................................................
840,000
24,000
Surplus—December 31, 1928....................................................................................................
40,000
96,000

Accounts receivable..........................................................................................................
Inventories.........................................................................................................................
Land ...................................................................................................................................
Buildings............................................................................................................................
Machinery and equipment...............................................................................................
Bond discount...................................................................................................................
Construction fund .............................................................................................................
Goodwill.............................................................................................................................

Cash ...................................................................................................................................

Assets

C ompany C

Consolidated balance-sheet, working papers, March 31, 1929

75,000
400,000
200,000

(5)
(6)
(6)
(8)
(9)

$4,694,374

105 200

,

450,000
864,000
136,000
12,624
6,750

(3) 1,000,000

(2)
(4)
(6)

Cr.

(1)
(1)
(2)
(8)
(9)

(5)
(6)
(7)

$4,694,374

3,450
16,350
1,500,000
12,624
6,750

450,000
1,200,000
105,200

(3) $1,000,000
(4)
400,000

Adjustments
(2) $1,425,000

Dr.

85,000
263,000
550,000
60,000
690,000
1,090,000
75,000
400,000
200,000

$3,413,000

3,450
16,350
1,500,000
12,624
6,750

85,826

450,000
1,200,000

$ 138,000

$3,413,000

$

as adjusted

31, 1929

Consolidated
balance-sheet
as at March
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(4)
Construction fund (deposited with trustee)..............
Cash.........................................................................
To set aside proposed construction fund to be
deposited with trustee.

(5)
Capital stock preferred—6% cumulative (com
panies A and B)...........................................
Capital stock preferred—company C (par $100)
To record the proposed exchange of
the preferred stock of companies A and
B for preferred stock of company C
on a basis of share for share:
Company A.........................................
$400,000
Company B.........................................
50,000

Total................................................

$ 400,000

450,000
450,000

$450,000

(6)
Goodwill......................................................................
Surplus—companies A and B.....................................
Capital stock common—companies A and B............
Capital stock common—company C (12,000 shares
of a par value of $100 each)............................
To record the proposed exchange of common
stock of company C for the common stock of
companies A and B.
(7)
Profit............................................................................
Surplus.....................................................................
To transfer profit for period ended March 31,
1929, to surplus.
(8)
Surplus (income taxes)...............................................
Reserve for federal income taxes............................
To set up reserve for federal income taxes on
earnings to March 31, 1929 ($105,200 X .12 =
$12,624).

(9)
Surplus (dividends).....................................................
Dividends payable..................................................
To set up dividends on preferred stock as at
March 31, 1929.
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$400,000

200,000
136,000
864,000

1,200,000

105,200

105,200

12,624
12,624

6,750
6,750

The Journal of Accountancy
Company C and

subsidiaries,

Companies A and B

Consolidated balance-sheet, March 31, 1929

After giving effect to the acquisition of companies A and B; the sale of
$1,500,000 bonds at 95, the application of the proceeds to retire the 8% bonds
outstanding and to create a construction fund of $400,000; the exchange of
preferred stock of company C, share for share, for the preferred stock of
companies A and B; and the issuance of 12,000 shares of common stock (par
$100) of company C for the common stock of companies A and B.

Assets
Current assets:
Cash......................................................................... $
Accounts receivable.................................................
Inventories...............................................................
Construction fund (deposited with trustee)..............
Capital assets:
Land..................................
$
Buildings............................................. $ 690,000
Less: Reserve for depreciation...........
3,450
-------------Machinery and equipment................. $1,090,000
Less: Reserve for depreciation............
16,350

85,000
263,000
550,000
$ 898,000
400,000

60,000
686,550

1,073,650
1,820,200

Deferred charges:
Bond discount.........................................................
Goodwill......................................................................

75,000
200,000
$3,393,200

Liabilities and net worth
Current liabilities:
Accounts payable—trade.................................... $
Dividends payable..................................................

Reserve for federal incomes taxes..............................
Bonds outstanding......................................................
Net worth:
Capital stock—
Preferred—4,500 shares of a par
value of $100 each................... $ 450,000
Common—12,000 shares of a par
value of $100 each...................
1,200,000
-------------Surplus.....................................................................

138,000
6,750
--------------

$1,650,000
85,826
--------------

$ 144,750
12,624
1,500,000

1,735,826
$3,393,200
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No. 2 (20 points):
Company A, an old established concern, wished to merge with and even
tually acquire control of company B, a relatively new enterprise (incorporated,
1922).
The status of these companies at December 31, 1927, was:
Company A
Preferred stock—6%...................................................................
$10,000,000
Common stock—920,000 shares (par value $50)......................
46,000,000
Surplus..........................................................................................
17,600,000
Company B
Preferred stock—6%
.............................................................
$25,000,000
Common stock—230,000 shares (par value $100)......................
23,000,000
Surplus..........................................................................................
4,700,000
No intangible assets were included in the accounts of either company.
The preferred stock of company A was unchanged during the period from
1922 to date: the common stock outstanding was 700,000 shares in 1923,
750,000 in 1924 and 1925, 800,000 in 1926 and 920,000 shares in 1927.
The stock of company B, preferred and common, had not varied since 1922.
The profits were as follows:

Companies
A
B
1923...........................................................
$5,320,000
$1,760,000
1924...........................................................
5,780,000
2,340,000
1925...........................................................
6,400,000
3,100,000
1926...........................................................
6,700,000
3,750,000
1927...........................................................
7,900,000
4,080,000
It was proposed that company A should issue additional stock, preferred
and common, and offer, for the preferred stock of B, preferred stock of A,
share for share; and, for one share of common stock of B, one-half share pre
ferred stock of A and one share of common stock of A.
The market prices, December 31, 1927, were:
A
B
Preferred.......................................................... 102
98
Common...........................................................
98
146
Compare the value of one share of B common stock with that of one share
of common and one-half share preferred of A on the following bases:
(1) Profits.
(2) Assets at December 31, 1927.
(3) Market quotations.
(4) The indicated trend of profits, taking into consideration the fact that
company B had been more recently established and had passed through
a period of rapidly increasing profit.
(Disregard goodwill in the solution of this problem.)
Solution:
(1) Comparison as to profits:
The problem does not state whether the increase in the number of shares of
common stock of company A was due to sales of the additional stock, or whether
it was due to payments of stock dividends, or both. Because of this uncer
tainty the profits of company A are distributed (a) on the basis of the amount
of common stock outstanding each year, and (b) on the basis of the amount
of such stock outstanding at the time of the proposed acquisition of company
B.
It will be seen from the following computations that the average profits of
company A available to one share of common stock and one-half share of
preferred stock during the past five years are considerably in excess of the
average profits of company B available to one share of its common stock.
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Company A
(a) Based on amount of common stock outstanding:
Available
for
Profits
after
common- PreferredStock
stock
preferredstock
dividends dividends
outstock
standing
Year
dividends
per share per share Together
(shares)
$ 3.00 $ 9.74
1923............. .... 700,000 $ 4,720,000.00 $ 6.74
9.91
5,180,000.00
3.00
1924............. .... 750,000
6.91
10.73
3.00
5,800,000.00
7.73
1925............. .... 750,000
10.63
6,100,000.00
3.00
1926............. . . . . 800,000
7.63
10.93
7,300,000.00
7.93
3.00
1927.............. .... 920,000

Totals. .
Average. ....

$29,100,000.00 $36.94
$ 5,820,000.00 $ 7.39

$15.00
$ 3.00

$51.94
$10.39

(b) Based on 920,000 shares of common stock:
Profits
after
preferredstock
dividends
$ 4,720,000.00
5,180,000.00
5,800,000.00
6,100,000.00
7,300,000.00

Year
1923.............
1924.............
1925.............
1926.............
1927.............

Totals. .
Average. ....

Available
for
common- Preferredstock
stock
dividends dividends
per share per share Together
$ 5.13
$ 3.00 $ 8.13
8.63
5.63
3.00
9.30
6.30
3.00
9.63
6.63
3.00
7.93
3.00
10.93

$29,100,000.00 $31.62
$ 5,820,000.00 $ 6.32
Company B

Profits
after
preferredstock
dividends

Year
1923.............
1924.............
1925.............
1926.............
1927.............
Totals. .
Average.

....
....
....
....
....

Available
for
commonstock
dividends
per share

Common
stock
outstanding
(shares)
230,000 $ 260,000.00 $ 1.13
230,000
840,000.00
3.65
1,600,000.00
230,000
6.96
230,000
2,250,000.00
9.78
11.22
230,000
2,580,000.00

$ 7,530,000.00 $32.74
$ 1,506,000.00 $ 6.55
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$46.62
$ 9.32
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(2) A comparison as to assets at December 31, 1927, shows:
Company A
Common stock.......................................................
$46,000,000.00
Surplus, December 31, 1927.................................
17,600,000.00
Book value of common stock............................
$63,600,000.00
Book value per share (920,000 shares out
standing) .....................................................
Preferred stock......................................................
One half of this amount........................................

$ 69.13
$10,000,000.00
5,000,000.00

Book value of one-half share of preferred stock
(100,000 shares outstanding).....................
Assets represented by 1 share common and 1/2
share preferred stock.....................................

Company B
Common stock.......................................................
Surplus...................................................................
Book value of common stock............................

50.00

$119.13
$23,000,000.00
4,700,000.00
$27,700,000.00

Book value per share (230,000 shares outstanding).......................
(3) Comparison as to market quotations:
Company A
Common stock per share....................................................................
Preferred stock per 1/2 share..............................................................
Total.............................................................................................

$ 98.00
51.00
$149.00

Company B
Common stock per share....................................................................

$146.00

$120.43

(4) Comparison as to indicated trend of profits. Per cent. of increase in
profits per unit over those of previous year:
Company A
Considering
On basis
change in
of 920,000
outstanding
shares of
Year
common stock
common stock Company B
1924.........................
1.75%
6.15%
123.01%
1925.........................
8.27
7.76
90.69
1926.........................
.93*
3.55
40.52
1927.........................
2.82
13.50
14.72
* Decrease.

While the profits of company B have increased at a more rapid rate both
as to amount and rate per share than those of company A, it will be seen from
the foregoing comparison that the rate of increase in profits over those of the
previous year of company B has diminished considerably, while in the case of
company A a more or less steady growth has occurred.
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SOLUTION TO "TAX AFTER COMMISSION, AND COMMISSION AFTER TAX” PROBLEM

At more or less regular intervals, the various state boards of accountancy see
fit to include among the examination problems one dealing with the computa
tion of “income tax after commission, and commission after tax,” or some
similar situation.
Perhaps less frequently, a problem of the same kind is encountered in actual
practice.
Usually, the accountant confronted with this problem makes a desperate
effort to recall some forgotten formula, and finally falls back upon the lengthy
and laborious trial-and-error method.
The writer has worked out a method of solution based upon simple per
centages, which gives exact results. This method is outlined here.
Assume the problem to be as follows:
A corporation has a contract with its manager, whereby he is to receive
45% of the net income remaining after payment of federal income tax.
The net income, before payment of tax or commission, is $150,000; how
ever, the corporation has included in its accounts charges which are un
allowable for income-tax purposes, aggregating $30,000, but these items
are to be included for purposes of computing the manager’s commission.
What is the amount of the manager’s commission, and what is the amount
of the income tax, at the assumed rate of 13 %?

The method of solution outlined herein can be most easily applied if the prob
lem is divided into two parts: first, the computation of commission and tax
upon the net income, “per books,” of $150,000; and, second, the computation
of reduction of commission and amount of tax upon the unallowable deductions.
The solution of the first part of the problem is as follows:

The manager’s commission is 45% of the net income after tax. The net
income after tax must therefore be 100%.
As the manager is to receive 45%, the net income after tax and after com
mission must be 55 %. It is also 87% of the taxable income, since a tax
of 13% is paid.
Therefore:
Percentage
of net
Percentage
income after
of taxable
tax, before
income
commission
87 or taxable income after tax, equals................................
55.00000
13 or amount of income tax, equals....................................
8.21839
100

or taxable income, equals..............................................
Add manager’s commission...........................................

63.21839
45.00000

Total, or net income “per books”................................

108.21839

And since 108.21839% equals $150,000, the amounts to complete the table
may be easily computed.
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The solution of the second part of the problem is as follows:
The manager’s commission is to be reduced by 45% of the tax on un
allowable deductions. Of course, the total tax will be increased also by
reason of the reduction of manager’s commission.
Since the manager is to be charged with 45% of the additional tax, the
amount of the tax must be 100%. 100% is also 13% of the total taxable
income.
Therefore:
Percentage
Percentage
of the
of taxable
amount of
income
tax
13 or amount of tax, equals................................................ 100.00000
87 or taxable income after tax, equals............................... 669.23076
100

or taxable income, equals..............................................
Deduct manager’s commission......................................

769.23076
45.00000

Remainder, taxable income “per books”.....................

724.23076

And since 724.23076% equals $30,000, the amounts to complete the
schedule may easily be computed.
The problem, computed as above and summarized, is as follows:

Computation of manager’s share of $150,000, and tax on remainder
Net income—after tax, before commission........ 100.00000% $138,608.60
Manager’s commission........................................
45.00000%
62,373.87

Net income (proportion of taxable income—
87%).................................................................
Tax (proportion of taxable income—13%)........

55.00000% $ 76,234.73
8.21839
11,391.40

Taxable income (proportion of taxable income—
100%)...........................................................
63.21839% $ 87,626.13
Add manager’s commission.................................
45.00000%
62,373.87
Net income, per books........................................

108.21839% $150,000.00

Computation of deduction from manager’s commission on account of tax
on unallowable deductions, and tax on such deductions
Tax (proportion of taxable income—13%)........ 100.00000% $ 4,142.33
Taxable income—after tax (proportion of taxable
669.23076%
27,721.72
income—87%)..............................................
Total taxable income (proportion of taxable in
769.23076% $ 31,864.05
come—100%)...............................................
45.00000%
1,864.05
Deduction from manager’s commission.............

Unallowable deductions......................................

67

724.23076% $ 30,000.00

The Journal of Accountancy
Consolidation

Total

Income

Unallowable
deductions

Net income, per books.................
Add unallowable deductions........

$150,000.00 $150,000.00
$30,000.00
30,000.00

Gross taxable income....................
Deduct manager’s commission . . .

$180,000.00 $150,000.00 $30,000.00
1,864.05
60,509.82
62,373.87

Net taxable income....................... .
Deduct tax—13%.........................

$119,490.18 $ 87,626.13 $31,864.05
4,142.33
15,533.73
11,391.40

Gross income.................................
Deduct unallowable deductions . .

$103,956.45 $ 76,234.73 $27,721.72
30,000.00
30,000.00

Final net income........................... .

$ 73,956.45 $ 76,234.73 $ 2,278.28*

* This is the amount of reduction of net income by reason of unallowable deductions, as
follows:
Additional income tax on account of unallowable deductions.......... $4,142.33
Less reduction of manager’s commission on account of such tax....
1,864.05

Remainder.....................................................................................

$2,278.28

C. A. Gaylord.
San Diego, California.
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